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O After
SUMVARY
This bill would elimnate all taxes under the Bank and Corporation Tax Law

(B&CTL) on S corporations.

EFFECTI VE DATE

As a tax levy, this bill would be effective and operative for income years
begi nning on or after January 1, 1999.

SPECI FI C FI NDI NGS

For incone years beginning on or after January 1, 1987, California confornmed to
the federal S corporation provisions, with specified exceptions. For federa
pur poses, the taxable income or |Ioss and credits of an S corporation are taken
into account by the corporation's sharehol ders, rather than by the entity,
regardl ess of whether such incone is distributed. The shareholders of a snal
busi ness corporation may el ect to have the corporation treated as an S

cor porati on.

Under California law, in addition to the pass-through of the S corporation’s

i ncone, deductions and credits to its shareholders, an S corporation continues to
be subject to the franchise tax, in an anbunt equal to the greater of the m ninum
tax ($800) or 1.5% (2.5%prior to 1994) of its net incone for the inconme year.
Credits are all owed against this corporate |level tax in an anount equal to one-
third of the anmount otherw se allowable. An S corporation is not subject to the
alternative mninumtax. S corporation are allowed “net operating |osses,” which
can be carried forward as deductions agai nst the inconme subject to the 1.5% S
corporation tax.

Under federal and state |law S corporations are subject to taxes on “built-in
gains” (Bl G, excess net passive incone, and “last-in, first-out” (LIFO
recapture taxes. These corporate |evel taxes only apply to S corporations that
were fornmerly C corporations. Distributable taxable incone to shareholders is
reduced by any BI G or excess net passive inconme tax paid by the S corporation for
the year. Distributable taxable income is not reduced by any LIFO recapture tax
paid by the S corporation. Under California law, these three taxes are assessed
at the rate applicable to C corportions (8.84%.

The BIGtax is designed to tax gains on the disposition of assets by an S
corporation where tax benefits (e.g. depreciation) or appreciation occurred
during the corporation’s “C’ years, therefore, properly taxing the gain at the C
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corporation tax rate. BIGtax is assessed on recognized gain fromthe

di sposition by an S corporation of an asset that can be attributed to the
corporation’s “C period. The BIGtax applies for ten years after the
corporation nmakes its S corporation election. QOher detailed rules apply to the
application of the Bl G tax.

An S corporation has excess net passive incone if it has: 1) C corporation
earnings and profits (accunmul ated profits taxed under the C corporation tax rate
and not distributed to the sharehol ders) and 2) passive investnent incone that
exceeds 25% of the gross receipts for the year. Passive incone is defined as
incone received fromrents, royalties, dividends, interest annuities and the gain
fromthe sale of stock and securities. Net passive inconme is defined as passive
i ncone reduced by directly rel ated expenses incurred in earning the passive
incone. Finally, excess net passive incone is defined as the anount of net
passive incone that exceeds 25% of the corporation’s gross receipts.

The LIFO recapture tax applies to corporations that used the LIFO nethod of
inventory the last day of its C corporation tax year (and, therefore, before its
first S corporation year.) The tax is assessed on the difference in the basis of
the inventory conputed under the LIFO nethod and the “first-in, first-out” (FIFO
met hod of inventory on the |ast day of the corporation’s last “C’ year. This

di fference represents “book” or “paper” deductions taken during C corporations
tax years. The tax is paid in four equal installnments. The first installnment is
payable with the final return as a C corporation and the three renmaining

install ments are payable by the S corporation with its returns for the first
three incone years of the S corporation

This bill would elimnate all taxes under the B&CTL, including the m ninmm
franchise tax (currently $800), the measured tax (currently 1.5%, and the BIG
LI FO and excess net passive incone taxes. The author's staff has indicated that
he desires to elimnate only the neasured tax of 1.5% Staff will work with the
author’s office to draft anmendnents which acconplish that intention

Pol i cy Consi derati ons

Under California |aw, generally, all entities that have limted liability
(e.g., limted partnerships, C corporations, etc.) are subject to an annua
tax equal to the mninmumfranchise tax. By elimnating the m ni num
franchise tax on S corporations, this bill would provide favorabl e treatnent
to S corporations not generally allowed to other limted liability entities.
This concern would be elimnated by if the bill is anended as noted above.

Current law allows a corporation that elects to be a federal S corporation
the ability to elect separately to be a C corporation for California tax
purposes. That separate state election was negotiated into law as a result
of the inposition of a measured tax on California S corporations. Wth the
elimnation of a measured tax on S corporations, the basis for granting the
separate election is elimnated. Conformty policy would nmake federa
entity classification elections binding for state purposes.
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| npl enent ati on Consi derati ons

Most of the language in the current law dealing with S corporations is a
direct result of the inposition of the 1.5% nmeasured tax. The elimnation
of that tax makes nuch of the current statutory |anguage unnecessary.
Retaining it in the code may cause confusion to taxpayers and nake the code
itself nore conplex than necessary. Consideration should be given to
substantially nodi fying existing statutes rather than nerely anending it as
pr oposed.

FI SCAL | MPACT

BOARD

Depart nental Costs

This bill would not significantly inpact the departnents cost.

Tax Revenue Esti mate

Revenue | osses fromelimnating all taxes on “S" corporations are estimated
as follows:

Ef fective January 1, 1999
Assunmed Enactment After June 30, 1999

(in mllions)
1999-0 2000-1 2001-2 2002- 3
($505) ($375) ($395) ($415)

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis measure.

Tax Revenue Di scussi on

The above estimates are based on current state data and reflect the 1.5%
tax, the $800 m ni mum franchi se tax, and m scel | aneous taxes currently

i nposed on S corporations. The nunber of S corporations doing business in
California is projected to be approximately 125,400 for the 1999 incone
year.

POSI T1 ON
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